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This letter is in response to your April 7,1999, request for information on witnesses in 
the Stranded Cost hearings held in February 1998. 

On the morning of April 9, 1999, I delivered to your office the direct and rebuttal 
testimony of Staffs witness, Dr. Ken Rose. I also included over 400 pages of transcript with an 
index of the pages relating to the two topics of concern (Divestiture and Transition Revenues). 
This index is Attachment 1 to this letter. 

On the afternoon of April 9, 1999, I delivered to your office copies of the direct andor 
rebuttal testimony of witnesses listed in Attachment 2 to this letter. 

In your letter, you requested: "If the Staff recommendation was not the above, please 
summarize the filed recommendation and explain how the Staff arrived at their June 1998 
recommendation. I' 

The summary of Dr. Rose's direct and rebuttal testimony are attached to this letter as 
Attachments 3 and 4. 

To explain how Staff arrived at its May 1998 recommendation will require some 
historical background. 

First, you may recall that when the Retail Electric Competition Rules were adopted in 
1996, the Commission established a number of Working Groups, including the Stranded Cost 
Working Group. Ms. Kim Clark, of Staff, and the Division Director, Carl Dabelstein, led the 
discussion of that working group. 
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What needs to be understood is that the "Staff Position" on Stranded Cost has evolved 
over time. The "Staff Position" has changed over the past 18 months and has been strongly 
influenced by the opinions and interpretations of the Director of the Utilities Division. I will 
attempt to show how the position has changed in the chart below. 

I Term of Office 

01/30/97 through 12/15/97 
12/16/97 through 02/09/98 
02/09/98 through 03/07/98 
03/09/98 - Present 

Director 

Carl Dabelstein 
David Jankofsky (Acting) 
Morris Wolfe 
Ray Williamson (Acting) 

Position on Stranded Costs 

Full Recovery of Stranded Costs 
Transition Revenues Approach 
(No position stated) 
Position has evolved to the May 

1998 Staff Position 

You will notice that the change of Division leadership in December 1997 resulted in a 
180 degree reversal of direction. Mr. Jankofsky personally interviewed (via telephone) and 
reviewed writings of a number of potential Staff consultants during the last week of December 
1997, Mr. Jankofsky selected Ken Rose of NRRI to present Staffs case in the Stranded Cost 
hearings. 

It was the selection of Dr. Ken Rose and his convincing testimony that led to the Hearing 
Officer's inclusion of Transition Revenues as one of three options in the May 6, 1998, Proposed 
Opinion and Order on Stranded Cost. 

The Staff Position on the Divestiture/Auction Methodology developed in two ways. 
First, there was extensive discussion of the issue in written testimony and there was significant 
cross-examination at the February 1998 hearing. 

Second, in April and May 1998, Staff commenced intensive internal brainstorming 
sessions to develop a "Staff Position on Retail Electric Competition." As part of that effort, Staff 
developed the position that, in order to limit the potential exercise of market power by the 
incumbent Affected Utilities, the Retail Electric Competition Rules should include a section on 
separation of services. This resulted in a proposed new Rule Section 16 16 - Separation of 
Monopoly and Competitive Services. 

Then, on May 6, 1998, the Hearing Division proposed three options for Stranded Cost 
recovery: 1) Net Revenues Lost methodology; 2)  Divestiture/Auction methodology; and 3) 
Financial Integrity methodology. Although Staff was happy to see that Option No. 3 (Financial 
Integrity) was the Transition Revenues Approach of Dr. Ken Rose, Staff also was concerned that 
inclusion of Option No. 1 (Net Revenues Lost) would not be a wise idea. In fact, Staff by this 
time had come to believe that the record in the Stranded Cost proceeding clearly showed that 
Divestiture/Auction was the most accurate method of valuation of generation assets, and hence, 
the most accurate determinant of Stranded Costs. 
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Staff was strongly influenced by the testimony of RUCO's consultant, Dr. Richard Rosen, 
and others, that led to the conclusion that if the Net Revenues Lost methodology were used, 
utilities would collect for apparent "stranded costs'' in early years while, in fact, over the long 
run, there were no real stranded costs but rather significant gains in asset values. 

So, Staffs support of Divestiture/Auction was in response to the Hearing Division's three- 
option proposal. Staff continues to support the Transition Revenues approach. Staff believes 
that another viable approach is using a market-determined asset valuation via 
Divestiture/Auction. 

If you care to discuss this matter further, please feel fiee to contact me at your earliest 
convenience. 

Sincerely, 

Ray T. Williamson 
Acting Director 
Utilities Division 

RTW:lhh 

Enclosures 



Attachment 1 

ORAL TESTIMONY OF STAFF WITNESS DR. KEN ROSE (FEBRUARY 23,1998) 

Divestiture/Auction Issues Transition Revenues Methodologv 

pp. 3090 - 3093 
pp. 3128 - 3130 
pp. 3138 - 3147 
pp. 3206 - 3208 
pp. 3235 - 3238 
pp. 3247 - 3262 
pp. 3381 - 3385 

pp. 3097 - 3 102 
pp. 3105 - 3108 
pp. 3114 - 3126 
pp. 3180 - 3192 
pp. 3193 - 3198 
pp. 3234 
pp. 3239 - 3240 
pp. 3263 - 3264 
pp. 3310 - 3314 
pp. 3339 - 3345 

DIRECT TESTIMONY OF DR. KEN ROSE (JANUARY 2 1,1998) 

Divestiture/Auction Issues Transition Revenues Methodology 

-- pp. 16- 17 

REBUTTAL TESTIMONY OF DR. KEN ROSE (FEBRUARY 4,1998) 

Divestiture/Auction Issues Transition Revenues Methodologv 

pp. 4 - 9 pp. 2 - 4 
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Attachment 3 

-;aiue jrmdard ia .-\-rizona is aemt io .mimic 3 conFe5tive zzzsez xc ziilows &e Commission ;o 

7se 1 -aiuauon zezhod hat mosr c!oseiy md zc.cc.mreil; zccraxkxares 3 a r k :  vaiue. Tne SraY 

toes not x c e ? ~ :  &e argument here is now or in &e ?as; z conmc': obiigkg &e peopie or'.kzona 

ro gay for uneconomic costs. Tne term regiacory compac  properiy rmcesooa  aoes not refer to 

m impiied. impLicit or explicit conmc:. Tine Sta.iT(ioes cioc bdieve &a &e "sociai compacr" is 

zow. or has ever bee& a conmct -paranteekg &e u t i i i ~  a p q e = . d  it~onopoly, keedom eom 

compedrion. or a1 cos1 recovery. 

.-  

The S&Ebe!ieves that atIowing recovery of uneconomic corn h m  cusiomers will have a 

j i&icmr  nesauve impaa OR the devefopment ofa  cenFe5ive geze=,tion market In pardcufar, 

there are three ways that recovery can disron a comceciuve omcome. Firsq Rcot-ery will acr as a 

barrier to enuy to and exix from the generation mzktr, Second recoveq~ of uneconomic costs 

- 

reduces the iuc&ve to mirigate and reduce uneconomic c o s .  .Qd &ir& recovery creates an 

asymmetry of risk and reward that can disron the compeziuve m&et In gezed ,  the more 

uneconomic costs -&at are recovered, the -mztrer the disorcion of &e iuarket 

Ln a comperidve market, ineEciem and obso1e:e 9pc5ces and firins are either efiminared and 

replaced with mare efficiem and superior firins or forced to m h c r  heir eEom to become more 

eficlcient and berm managed. Overall this results in sociev's limitei iesources being used in the 

most productive manner. This b i t s  waste and suezt-ghezas the overzrU e c o n o ~ c  health of the 

country. "BaiLing ouf a firm thzt faces possibie Iosses rhis sccening process of a market 



decennine an amount of uneconomic c o s  that should be recovcd firon emmers. Tne 

o m i s s i o n  should decide the a m o ~ n r  of " m i t i o n  re?[- 

medezennined criteria set by the C o m i o c  - 
for Funds Usxi During Consaucdon (AFUDC) shodd g e n e d y  be cks5ed  as production asses 

for purposes of rhe topdown approach. This is because W D C  is ind&iquishabie h m  o&w 

plant costs, and revenues h m  plant ah produc~on revenues that a be mov- h~ the 

&et In addidon, regdatory asses pursuant ro F M  109 should be ckssi.fiecI as producdon costs 

as weU. These r e g h o r y  assefs'are Nstomer rtcehab1es for funzre income eaxes Re=darory assets 

that should be speti f idy c0nsid-d for recovery are those? not othemke d d t  wirh above, 7k'tLich 

were expticitly crezited and booked 

- 

a direct d t  of an e m y  or order of the Co-on, 



.. - .  
>!xt Iris : I C 3 ~ C ~  01 'Irrec3noniIC 23STS .l~;i=r: :.le ztT.'t:CSZ-tZT 2C 2 C3npe:!Ii\.t rLakc:. 

. _  :ix 

:s ailowei a e  :ecoveu - ~ e  5zm.e. or msi t icn  ;er_cG '3e %e :.-=zrz ar less. .LT~ slowed 

% m e  for x c o v e ~ ~ '  snouiO >e s j h T i  3 =OS> is. - - ne SET -- :zczcnencis h r .  !r :ecovtT 

xnsirioE :evenues ihoda be recovered -houdi  s "mn-?y:.passaaie . . ._ x s o m e r  or --~*?s'- chaze.  - 
-.. I 21s couid be in i3e form or" a surcharse aadeC :o :he i isz5xucc :Laze for ai1 disr;oution 

c s m n e r s .  

n ine quesdon of whe&er here shcda 52 2 me-t?D mec&z depends on how h e  

Commission addresses the recovery of uneconomic csss. T e  c!cs.=r ;o compleze recovey of 

uneconomic c o s  the Commission decides to ailow- 5 e  -gezr:cr 'be zetc  . -  :or a me-up mechanism. 

Since here wiil ineviubiy be emrS in the f o r e t s  of uneconomic csss- a w e - q  is needed to 

reconcile the diZeereacz between the acfual amounr: a d  &e m o m c  iecgvered &om cuzomers and 

to prevent customers h m  paying too much. However, &e need for a rde-uD diminishes as less 

recovery of uneconomic cost is allowed. I fhe  Commission doujs  only  z Torrion ofthe uneconomic 

cosz,, then there is Iinte need for a true-ug mechanism 

Tne Commission may consider a price c q  zs a sa5eguard zga-iosr the possibiliry of the 

componeats of the unbundled rare totaling more &an &e old Tnu: is7 to e m  tha1 h e  sum 

of the geaeration pic% the transidon revenues do=-& transmission ma 6iscribuuon charces, and 

charges for other serVic:s does not exceed the cusiomer's fomer mZ- A pic: cap or &eeze, if 

used, should ody exkt for the transition period if uneconomic coss  m being collected from 

customers. 

- 

A much more robust incentive to emme m i d - g ~ i o ~  and &crion ofmeonomic costs than 

any accounohg or audi&g means is io not ailow, and ccraidy not -me up-fjconr, fdJ recovery 

of uneconomic costs. This would be more consiscszx wi& the sEckcy gods of moving to a 







SUMMARY OF REBBUTT-U- TESTIMO3T OF 
DR. KENaETH ROSE 

Attachment 4 

Tnere are four issues addressed in -his r e b u d  Testimony. Firs, ScaE reiresires its 

Tosirion that wide ir favors a topdown approach to e s d e  uxeconomic costs. &IS isrimare shouid 

aniy be used to indicate the size and direction of the comueri~ve gain or loss in .*on& Lf &e 

Commission decides to allow recovery of production uneconomic COSTS it shoda be through a 

'-transition revenue'' mechanism discussed in the direct tesimony &ax is based on a specific cr;ireria 

jet by the Commission. 

I 

Second, Staff does not believe thas the Commission should derennine up Sonr a 

?erc,oarage of rhe predicted uneconomic COSLS thar will be allowed for recovery. There is little 

economic basis for determining the U ~ ~ ~ e ~ z "  percentqe. Consequently, it will be difficTdt to 

determine and Iikeiy iesuit in a protracted process to deremine it. ThirG- some wimesses tesrified 

that cstorners who do not choose an alternative supplier should not have to pay for uneconomic 

COSTS. The reason for the concern is that customers thaz Ieave the u t i I i ~  will not be required 10 pay 

or that a broadly defined transition charge will be added to the amem rate. Stan"be1ieves thar its 

transition revenue and price c3p approach wiII avoid bo& these possibilides. This is because all 

distribution customers will pay the transition c h q e  independent of &e suppIier and the pricc cap 

will e s u r e  &at no retail customer pays more than their current rate. 

Finally, Staff challenges the view that a sale or auaion is the best means to value 

utility assets for purposes of determining uneconomic costs. An tminreaded consequence of a sale 

or auction is that the market price may be higher than without the sale or auction, As a resdq the 

appareat "savings" will be paid back by customers over time in the form of  higher market prices. 

Therefore, this option cannot be justified based on onIy an argument that it wilI reduce uneconomic 

costs. If recovery of uneconomic cost is limited, then the d t y  wilI have an incentive to decide 

voluntarily whether to sell its assets based on the company u y k ~  to minimi7e its uneconomic corn. 

There may be other reasons to require divestiture of generadon assets, but reducing uneconomic 

costs should not be considered one of them. 


